HIGHMARK INC.

Need for Statutory Surplus
and

Development of Optimal Surplus Target Range

May 21, 2004

Richard A. Kipp, M.AJAA.
Frank J. Cestare, F.S.A.

41BN 7476

Ronald G, Harris, F.5.A.

05/1/2004

HIGHMARK 00629



TABLE OF CONTENTS

Section Page

I OVERVIEW

A, Background and Scope ]

B, Approach Taken by Milliman 4
H. SURPLUS NEEDS AND USES

A Business Environment 5

B. Surplus and Risk- Taking Capital Needs 10

C. Use of Capital for Development and Growth 12
o1 MINIMUM SURPLUS REQUIREMENTS

A Background I3

B. Minimum Capital Thresholds 15

C. Minimum Thresholds vs. Optimal Range 18
IVv.  BUSINESS CYCLES _

A Underwriting Cycles in the Health Insurance Industry 20

B. Adverse Operating Gain/(Loss) Cycles 27

Experienced by Highmark
C. Adverse Cycles for a Comparison Set of 31
Blue Plans

v, RISKS AND CONTINGENCIES

A Major Risk and Contingencies 33

B. Mente Carlo Simulation of Losses 3¢
VI.  DEVELOPMENT OF TARGET RANGE FOR SURPLUS

A Goals for Optimal Surplus Target Range 42

B. Provision for Operating Loss Cycles 44

C. Pro Forma Modeling of Loss Cycle Impact 47
VII. SURPLUS TARGET RANGE & MANAGEMENT PROCESS :

A Basic Goal for Surplus Management within Target Range 50

B. Actions When Surplus is Above T arget Range St

C. Conclusions 54

aBUT 4% 052172004

HIGHMARK 00630



I OVERVIEW
A, Background and Scope

General.  Adequate surplus is ceniral to the viability and sound operation of any msuring
organization. It is needed to enable a company like Highmark' to ensurte that the promises and
commitments made in offering health care protection o its customers, directly and through its
subsidiaries and affiliates, can continue to be met. It is also needed to ensure that its promises
and obligations to hospitals, physicians, and other providers can be met. Further, surplus is
needed by a company like Highmark to develop mew products, maintain and operate
complementary services and coverages, build infrastructure, respond to new business
opportunities, develop and maintain service capabilities, and generally operate effectively as a

viable ongoing business entity over time.

Highmark has comrnitted itself to a corporate mission to “provide access to affordable, quality
health care enabling individuals to live longer, healthier lives.” This is an important factor with
regard to the platform on which the company plans and builds for the futare. It means that
Highmark must atways keep itself in a position to meet the promises and commitments it has
made, under whatever circumstances (anticipated or unforeseen) may arise. It also means that
Highmark must continue over time to offer health care coverage products that customers

voluntarily choose to purchase.

In order to fulfill its corporate mission, Highmark nwst be stable and sﬁong financially. It must
systematically build and maintain sufficient statutory surplus to remain viable over time, while
competing in a market against strong regional entities and very large national managed care
companies. These national competitors, in particular, have enormous financial and technological
resources, extremely Jarge enrollment bases over which to spread overhead costs, and the ability

to diminish participation or withdraw from Highmark's markets as they see fit. Highmark

! The term “Highmark,” as uscd in this report, refers to Highmark Inc, and its subsidiaries, affiliates and related
patties, as &n overall enterprise, unless specifically indicated otherwise. For histazical periods, this includes all
predecessor companies, inchiding Blue Cross of Western Pennsylvania and Pennsylvania Blue Shield.
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should never underestimate the difficulty of fulfilling the commitment made in the company’s

corporate mission

Financial strength for Highmark, under these conditions, requires ever vigilant attention to the
fundamental firancial elements of the health insurance business. Principal among these elements
are adequate rates, competitive costs (medical costs and administrative expenses), and drong
statutory surplus. Inadequate performance over time with regard to any of these three elements
is almost certain to lead to failure in meeting Highmark's corporate mission and conmmitments,

and to failure to sustain itself as a viable business.

Pennsylvania Insurance Department Request Regarding Surplus Levels. In its Notice
2004-01 issued Janunary 17, 2004, the Pennsylvania Insurance Department (PID) requested
certain information from Highmark regarding its reserve and surplus levels, Certain aspects of
this Notice were modified or clarified at a subsequent hearing on the Notice. Two of the ilems
requested by the PID, with regard to which we were asked by Highmark to assist in Hrmulating
the company’s response, were (i) a suggested maximum surplus range within which to operate,
. using Risk Based Capital (RBC) or another methodology, and (i) & proposed business plan
explaining how surplus maintained in excess of the suggested maximum range should be

distributed.

The development of an optimal surpius target range within which to strive to operate under
normal circumstances is an important undertaking for a company such as Highmark, as a matter
of prudent business practice and planning. It should be updated periodically, {o reflect
fundamental changes in operations and the environment. Although perhaps not completely
unprecedented in concept, the establishment of a maximum surplus level — beyond which a
portion of Highmark’s assets might be distributed by the company to other partics (not stock
shareholders or mutual insurance company policyholders) — is an unusual action, in our
experience. Such a step has legal, philosophical, and financial ramificatiors for the company.
This report is not intended to explore these ramifications, other than to outline certain principles
that we belicve should be followed in addressing amounts above some predetermined threshold
level for the company’s surplus, in a manner to protect the financial soundness and ongoing

viability of the company.
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Scope of This Report. This report has been prepared by Milliman at the request of Highmark.
The purpose is to address the need for statutory surplus for Highmark (including its subsidiaries
and affiliates) and to quantify an optimal surplus target range within which we believe Highmark
should strive to operate, under normal circumstances. We understand that the upper end of this
range may be considered as constituting a leve! beyond which surplus amounts are potentially
unnecessary to serve the risk-taking and business needs of the enterprise and, if so, that action

may be taken to dis tribute such amounts.

In order to develop an optimal surplus target range, we used actuarial projection techniques. We
characterize the output of this form of analysis as “pro forma projections.” They show the
financial results that could be expected if actual operations were to occur exactly as stated and
assumed, with no deviations. These pro forma projections are intended to serve as
demonstrations of the impact of the slated assumptions within a scenario, relative to alternative
assumptions and scenarios, so as to enable an understanding of the actuarial implications of the
scenario assumptions, The pro forma projections are not intended to be predictions or forecasts
of what the future will hoid as actual circumnstances emerge and contingencies arse. Actual
future financial outcomes will undoubtedly vary, potentially in a material way, from any

particular pro forma projection scenario.

This report has been prepared for the exclusive use of Highmark, to help its management and
Board of Directors formulate intermediate and long-term financial and business plans for the
company. The material contained in it will not necessarily apply to any other situation or set of
circurnstances, and may not be appropriate for other than its stated purpose. To conduct our
analysis, we relied on a variety of confidential and proprietary data and information provided by
Highmark staff. We did not audit the material we received, although we did review the data for
general reasonableness. However, if there are any substantial inaccuracies in the data, the results

of our analysis may likewise be substantially inaccurate,

We understand that Highrmark may wish to share this report with the PID and others. We hereby

grant permission, so long as the entire 54 page report is provided.
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B. Approach Taken by Milliman

As indicated above, the purposes of this report are to address the need Br stalutory surplus for
the Highmark enterprise, and to quantify an aptimal surplus target range within which we believe
Highmark should strive to operate under normal circumstances, The nced for surplus is

addressed specifically in Section IT, and throughout the remainder of this report.

The approach to developing an optimal target surplus range for Highmark is documented in
Sections [I-V1. It begins in Section I with 2 discussion of minimum surplus requirements,

which create a floor for our analysis and development.

Sections IV and V describe alternative bases for establishing the amount of provision to be made
against risk of loss and other contingencies. Section IV presents historical operating Ioss results
for the industry as a whole, for Highmark, and for a comparison set of Blue Plans. This data
provides an empirically-derived basis for making provision against future multi-year adverse Joss
periods. Section V addresses specific risks and contingencies, enabling their quantification and
combination through Monte Carlo simulation. The result is an alternative approach to making
provision for loss periods, based on risk assessment rather than actual historical operating results.
Together, these two alternative approaches help to form a range of multk year operating Joss
levels, against which Highmark’s surplus needs to provide protection for the company. Section
VI then applies the loss levels developed in the preceding two sections using pro forma financial
projections, in order to determine the amount of surplus needed by Highmark to operate under

normal circumstances as a viable company.

Section VII discusses briefly what we believe to be the key principles to consider if Highmark or
others were to treat the upper end of the optimalsurplus target range as an indicator of a potential
maximum. These principles are patticularly important if consideration should be given to
reducing the company’s surplus by distributing assets that are determined not to contribute to the

well being of the company and those who rely on it
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1. SURPLUS NEEDS AND USES
Al Business Environment

Continued change has been, and will continue to be, a predominant chatacteristic of the U.S.
health care industry at large. This is driven, at least in part, by the fact that today in most areas
of the country the health insurance market is increasinply dominated by aggressive and highly
competitive regional and national managed care companies. In order to remain viable, a health
insurer must anticipate and respond to this ever-changing competitive environment. Doing so

requires substantial capital resources and surplus.

The business environment of tomorrow is certain to differ markedly from that of today. Some
directional changes — such as continued advances in technology and competitive pressures from
consolidation and scale of operations — can be generally anticipated. Other fundamental
environmental changes simply cannot be known at this time. The continued viability of a
company like Highmark will require that it have the foresight, savvy, and resources to both

anticipate and respond effectively to such changes.

Competitor Consclidation and Seale. Perhaps the most noticeable change in the health care
industry over the past decade has been the unprecedented corsolidation of even sizeable insurers
and managed care plans into large and jumbe-sized companies. Most commiercial life insurance
carriers — stock and mutual companies ~ have withdrawn from the health insurance market,
selling their sizeable blocks of business to the few remaining managed care companies.
Likewise, a large proportion of FHHMOs have pone through mergers or acquisitions, producing an
ever smeller number of increasingly larger surviving entities which operate regionally and

nationally; and significant consolidation is cccurring within the Blue Cross and Blue Shield

system.
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The capital resources of these new competitors tend to be enormous. Such resources enable
them to invest in new, leading technologies and to aggressively build and contract with provider
-networks, It gives them negotiating clout, risk-spreading capacity, and funding for market
acquisition. A large scale of operations also enabies them to spread overhead costs more

effectively.

Role of Technology. Virtually every segment of our economy is being bombarded with
technological change. Not only is every aspect of the way business operates changing, but what

businesses do as a result of new technology-driven capabilities continually changes as well.

The inherent natures of medical delivery and of health care financing place a high degree of
importance on communication, data gathering and processing, testing and analysis, and
information feedback among these activitics, Health insurers must stay near the forefront in
terms of the eflfective integration of communication, information processing, and computing
technology. This requires capital investment, which has become virtually continuous with the

rapid developrment and obsolescence of technology.

Care Management Evolution, Care management strategies and programs come in a number of
forms today, but virtually ali health care coverage is "managed” in some manner. This was
initiated, at least in patt, by the public acceptance of and dramatic growth in HMOs during the
past 10-20 years. Today, care manage ment can be considered more appropriately in terms of the
nature, form, and extent of the clinical and financial management involved in whatever health

care products are found in the local market, rather than in terms of the enrollment in any

particular product type.

The clinical and financial management of care has not only expanded, it has evolved. This has
been driven, at least in part, by a blend of consumer and provider pressures and advances in
information tecknology. As echnology has enabled the detailed analysis of financial and
member information, the industry has begun to manage and evaluate the delivery of medical
services against protocols and benchmarks derived from a combination of cost and quality
factors. This jew direction {or the industry is also being driven by factors such as the rapid

introduction of new drugs and therapies, including the use of member direct marketing strategies.
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Simply keeping pace with these kinds of changes, let alone playing a leadership role in the
market, is a daunting challenge for every major health insurer. Core competence, corporate
capabilities, and support systems in the clinical and financial management of care must be re-
established and overhauled every few years. This requires the maintenance of strong business
and professional leadership, a depth and breadth of clinical management resources, and astute
financial thinking. It also requires ongoing capital investment, which at times may be

substantial.

Competitive Markef, Small Operating Margins, With the exception of certain brief periods
and cerlain atypical geographic areas, aperating margins (i.e., the excess of premium over claims
and expenses) for health insurers generally have been remarkably low over time. A notabk
exception historically was the early 1990s, when certain aggressive, publicly traded managed
care companies achieved substantial gains for a number of consecutive years (al least in part
through favorable risk selection). Even then, the primary source of sizeable profit growth for

many publicly traded HMOs was through mergers and acquisitions.

The health care coverage market continues overal] to be price sensitive. From time-to-time and
from place-to-place, price and operating margin pressures ease somewhat for brief periods.
However, the pervasive ongoing cutlook is for strong competition, enabling only modest levels
of sustainable operating margins. Two direct implications are that (i) a paftern of consistent
gains year-afler-year for any extended period is rarely achieved without loss years interspersed
throughout, even for a well run insurer, and (ii) full recovery from a peried of substantial and
prolonged losses is very difficult without radical actions. These point to the imporance of
financial “staying power” — sufficient surplus or other sources of equity capital to recover from

cyclical downturns and unexpected adversities.
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Competing in the Market as a Not-Fer-P‘roﬂt Company. Highmark is a not-for-profit health
insurer offering health care products in its licensed service areas, directly under the Highmark
Blue Cross Blue Shicld and Highmark Blue Shield brands as well as through Keystone Health
Flan West, Inc. and HealihGuard of Lancaster, Inc., its HMO subsidiaries. It also offers a range
of insurance and related services through other subsidiaries and affiliates, which complement its

core health insurance produets,

The corporate mission of Highmark, as stated earlier, is to “provide access to affordable, quality
health care enabling individuals to live longer, healthier lives.” To fulfill this mission, Highmark
must compete successfully in the market apainst all competitors who elect to enter, whenever
they choose to do so. It must not only sell its health care coverage products to willing customers,

but it must do so on a basis which can be sustained indefinitely.

A significant requirement of meeting this mission and competing effectively is to maintain
sufficient equity capital resources. Highmark, as an enterprise, faces the same hsuring and
business needs forequity capital as its major competitors — for-profit or not- for-profit. Since it is
not owned by sharcholders, it has no access to equity capital other than its surplus. This
necessitates both the maintenance of a strong surplus level, and the cautious management of that
surplus. Failure to do so would jeopardize the entire foundation of Highmark ~ including its
future viability, and therefore its ability to reliably and sustainably provide access to affordable

and quality health care.

During the normal course of business, Highmark contributes substantial amounts to charitable
activities, including particularly those that address medically and economically disadvantaged
individuals. Our understanding is that the company attempts to do so in a way that it can
reasonably anticipate future funding levels, ensure the provision of such fuading, and sustain its
level of charilable activity and support over time. Undertaking these charitabie activities should
not be considered cortrary to the prudent financial management of the surplus of the enterprise.
The successfui financial operation of Highmark, inchading management of its suzplus, is essential
if the company is to be counted on to continue to undertake its historical level of support for

charitable activities.
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Access to Capital. Historically, most health insurers were mutual or not-for-profit companies.
The surplus hetd by such companies comes largely from accumulated operating gains and
investment income. Today, most of the major national health insurers and managed care
companies, as well as many regional ones, are publicly traded stock companies. This affords
them long-term access to equity capital markets for risk-taking, operational development, or
growth needs — in addition to their accumulated operating gains and investment income (i.e., in

addition to their surplus).

The magnitude of the funds involved in the equity capital markets for publicly traded health
insurers and managed care companies is very large, relative to the surplus of such companies
accumulated from operations. The excess of their market value over tangible net worth (a rough
proxy for surplus) represents additional equity capital value to which the company can gain
access for various purposes, f necessary. Clearly, this is a major financial advantage which

these for-profit companies hold in access fo equity capital.

Catastrophic Risks. Virtually all types of insuring entities in loday’s world face the risk of
certain catastrophic events occurring. Such events, by definition, have a low probability of
occurring and very severe adverse financial consequences. For health insurers such as
Highmark, potential catastrophic events range from the impact associated with terrorism, to
epidemics or pandemics, to natural or other disasters, to extraordinarily high damage awards

from major class action or other litigation.

Because of the low probability of particular catastrophic events occurring, and their changing
prospects and nature over time, it is not unexpected that a company would not have actually
experienced an occurrence of the sort of catastrophic event for which it is presently at risk.
Failure of the insurer to provide protection against such risks, however, means that the cémpany
is exposed to ruin or incapacily from such an event. More importantly, it means that the
company does not maintain the resources to protect its subscribers and members, its providers,
and its vendors against catastrophic loss — should such an event ccowr. Prudence regarding
fundamental soundness and assuring ongoing viability dictates a meaningful tevel of surplus

protection against such events.

41BUE 16 57212004

HIGHMARK 0063%



B. Surplus and Risk-Taking Capital Needs

The suplus for 2 Plan like Highmark is the equity capital (excess of assets over liabilities)
available fo ensure the future viability of the company. Ensuring future viability recognizes (i)
the possidility of adverse financial results and of unexpected events occurring, (ii) the periodic
need to provide for extraordinary health care development costs or investments in support of the

company’s operations, and (iii} the capacity necessary to enable reasonable growth.

The overall surplus needs of a not-for-profit Blue Cross Blue Shield Plan include all of these
considerations — risk capital, funding of health care development costs, and growth capital, All
of Highmark’s risk-taking capital needs created by the varying risk characteristics of its business

and all other immediate needs for equity capital must be met by the company’s surplus.

To ensure the future viability of a health insurer requires recognition of al! of the kinds of
adverse financial results and unexpected events or circumstances that might occur. Some of
these adverse results and unexpected occurrences are directly related to the types of insurance
risk assumed by the company through the normal course of corducting its business. Other types
of risk pertain more generally to various aspects of the operation of the company - including
fluctuations in expense Jevels, fluctuations in inlerest rates and asset values, and various business
risks. Finally, risk is associated with a variety of catastrophic events that might occur, and that a

company like Highmark must be prepared to withstand.

Broadly speaking, these risks represent the adverse cyclical results and the contingencies or
unexpected occurrences faced by a health insurer in the day-to-day conduct of its business. The
term risk capital can be used to refer to the level of surplus needed by the company to prudently

manage and absorb these risks,
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Maintaining an adequate level of risk capital is necessary for a health insurer in order to ensure
that provision is made for all of these risks assumed by the company. Without adequate risk-
taking capital of its own, a health insurer is faced with a small number of potential alternatives.

They may include:

» permanent equify capital infusion from an external source (not generally available to a

not- for-profit insurer, other than possibly as part of a merger or acquisition).

. temporary equity capital infusion from an external source, such as a surplus note (which
may or may nol be available or affordable, and which usually has significant strings

attached, typically involving loss of some or all of the control of the Board of Directors).

. transfer of risk to another entity with adequate risk capital (which may or may not exist or

be feasible), and the loss of control that might accompany such a shifl.

\ compensation for inadequate surplus by immediately charging extmordinarily high
premium rates for the company's products (difficult, if not impossible, in a competitive

and closely regulated market), to eliminate as much as possible the risk of future losses.

* compensation for inadequate surplus by immediately taking inordinately deep cost

cutting actions, to mitigate as much as possible the risk of future losses.

Some of these potential alternatives may not be feasible, and none of them is likely to come
without serfous ramifications. Specifically, extraordinarily high premium rates or inordinately
deep cost culting actions cannot be made in a vacuum; they may have severely adverse effects

such as significant enrollment losses due to uncompetitive pricing or poor customer service.
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C. Use of Capital for Development and Growth

An additional need for surplus is the funding of health care development costs or operational
capacity {(infrastructure} investments. These might be improvements or innovations such as new
product development; periodic revamping of delivery system networks, reimbursement
structures, or management of utilization; or development or acquisition of new communications,
information, or processing systems. Such investments must be made periodically, and the
corresponding costs incurred, if the company is to be successful in the health insurance business,
Often such capital expenditures do not produce hard assets that can be admitted on the
comparty’s statutory balance sheet. This means that such expenditures generally must be

absorbed immediately out of surplus.

Growth and expansion is a major goal for most successful business entities operating in a
competitive market. This requires the presence of market opportunity, plus the resources
necessary to pursue growth from such opportuhities. Growth can be achieved directly through
day-to-day competition in existing markets, through entry into relatively new markets, or through
long-term affiliation in existing or new market areas. Examples at this particular time include
new consumer oriented product demands and opportunities, and expansion of insured products to

the senior market under Medicare reform,

Developing and absorbing growth requires growth capital to fund dcvelopmentél costs, to cover
the initial losses resulting from the need fo be price-competitive at the outset in order to become
established, to absorb any losses resuiting from sctbacks or inexperience in the new market, and
to withstand the short-term surplus strain (i.e., growth in enrollment or volume of business in
force, withou! corresponding immediate growth in surplus).  Obviously, a prerequisite for

financially sound growth for a not- for-profit health insurer is strong surplus.
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n.  MINIMUM SURPLUS REQUIREMENTS
A. Background

In the wake of various insolvencies (and near insolvencies) around the country in the not-too-
distant past, attention has been directed at minimum standards for the surplus of managed care
organizations generally, and of Blue Cross and Blue Shield Plans specifically. Historically,
individual states had done little to effectively monitor the financial condition of such
organizations and to detect organizations that were becoming troubled financially, prior to the
immediate threat of insolvency. Notwithstanding any differences of opinion among parties with
regard to appropriate thresholds for minimum surplus levels, the common theme of this growing
industry and regulatory attention has been ensuring adequate minimuem levels of sumplus to

protect against organizational insolvency, thereby protecting the insured members from loss.

For a number of years, the Blue Cross and Blue Shield Association (BCBSA) has required that
all BCBS Plans calculate Plan-specific measures related to solvency, and that a Plan's surplus not
fall below cerlain thresholds relative to such measures. This process has been pait of the
BCBSA membership requirements; and compliance has been necessary in order to maintain

good standing and retain use of the trademark.

Over time, the Association’s minimum requirements became fonmalized in the Hrm of Capital
Benchmatk formulas and calculated values. With the development and adoption of Risk Based
Capital (RBC) formulas and standards for managed care organizations by the National
Association of Insurance Commissioners (NAIC), BCBSA likewise adopted RBC as the

foundation for its own membesship requirements {effective late 1999).

The RBC mechanism is now widely recognized as a standardized approach to developing
minimum solvency indicators. Calculated RBC values are required for inclusion in the NAIC
annual financial statements filed by health insurers; and most States {including Pennsylvania)
have adopted the NAIC's RBC-based compliance standards to help assure that health pians meet

minimum requirements for solvency. The RBC methodology provides for the calculation, by
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detailed formula, of a benchmark or reference value, multiples of which are used to establish

standards for external monitoring and interveation.

The use of RBC as a methodology, and the values calculated from it, obviously have significant
limitations. The RBC formula is a structured and mechanical approach to trying to capture and
quantify the risk characteristics for a wide range of different types of companies operating in a
varicty of cavironments, with changing circumstances over time. As a structured and
mechanical formula that attempts to address complex malters, it necessarily contains elements
that are judgmental. Nonetheless, it serves a highly useful pupose in identifying companies
whose surplus levels may be precarious, and therefore warrant careful scrutiny.  Such scrutiny
cannot be applied in a meaningful way, however, without a detailed examination of company
conditions and circumstances by knowledgeable professionals experienced in the field. Because
of these fictors, the principal and most important role of calculated RBC values is to serve as a
screening or flagging mechanism, to indicate potentially serious situatiors that may warant

undertaking more thorough and comprehensive evaluatiors.

The RBC formula was designed and developed for identifying companies that may be facing the
prospect of impending insolvency. At such a poiat, all efforts (internal and external) should be
directed at slabilization and financial rehabilitation, in order to prevent going out of business.
The RBC formula docs not address needs associated with ongoing business viability and success.
In developing an optimal range for a company's surplus, as opposed to a minimum threshold for
solvency monitoring, surplus needs for matters not contemplated in the RBC formula must be

considered and addressad.
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B. Minimum Capitat Thresholds

The use of Risk Based Capital (RBC) measurements is intended to provide a systematic
approach to developing benchmarks for individual companies for use in monitoring minimum
levels of statutory surplus needed for protection from insolvency. As indicated above, the RBC
formula adopted by the NAIC for managed care organizations (including Blue Cross and Blue
Shield Plans) provides an objectively calculated reference value that can be used for this
purpose. Although far from perfect, it does recognize a company's size, structure, and volume of
retained risk. It also incorporates elements that address underwriting or insurance risk, asset risk

associated with affiliates and otherwise, and various forms of business risk.

The key reference value developed by the RBC formula is termed the “Anthorized Conirol
Level" (we refer to this as RBC-ACL). Muitiples of the RBC-ACL (e.g., 800% of RBC-ACL)
can then be used to establish thresholds, with higher muitiples producing an increased likelihood

of security against insolvency.

This use of consistently calculated reference values, along with various multiples for different
purposes or degrees of concern and security, rrovides a useful tool for State regulators and
industry organizations (such as BCBSA). Key RBC threshold levels applicable to Highmark are
described below?. Also indicated are the actions associated with these key RBC-based levels,

along with equivalent measurcments of themn in terms of percentages of annual premium,

Consistent with an overall enterprise perspective, we have analyzed the operating characleristics
of Highmark and its subsidiaries as an overall, combined entity. This is not unlike viewing the
respective segments of insurance business within Highmark and its subsidiarics as if they were

lines of business within a single insuring entity.

E All surphus and related financial items addressed in this report are on a sfatutary basis, unless indicated 10 the
costrary. Further, consideration of historical operating results and surplus fequitements is on a “combined” basis
across the enterprise, reflecting Highmark's proportionate share of any jointly owned entities or related parties.

5
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BCBSA Minimum RBC-Based Thresholds. BCBSA maintains certain mimnimum financial
requirements that Blue Cross and Blue Shield Plans must meet, as part of the membership
standards for use of the trademark. Two key thresholds involving surplus are based on the RBC

formula, and are expressed generally as follows:

. Percent of

BCBSA Threshold RECACL
Early Warning Monitoring Level F15%
Loss of Trademark Level 200%

Commonwealth of Pennsylvania RBC Requirements. The Commonwealth of Pennsylvania
has adopted statutory minimum requirements for the surplus levels of commercial health
insurance companies, nonprofit hospital service corporations, and HMOs dormiciled in the State
(Section 501-B(40 P.8. §221.1-B)). These minimum requirements are expressed in terms of a
company’s RBC-ACL level, and are generally consistent with the corresponding standards
recommended by the NAIC and adopted by most states around the country.  Upon triggering
the 200% of RBC-ACL threshold, a domestic insurer must formally notify the Pennsylvania
Insurance Commissioner of the coirective actions it plans to take. Direct regulatory

interventions are iriggered if surplus drops to even lower percentage levels.

As indicated above, 200% of RBC-ACL is the threshold for mandatory corrective action plan
notification by domestic insurers (o the Pennsylvania Insurance Commissioner. The 200% of
RBC-ACL level is also the threshold at which a Blue Cross and Blue Shield Plan loses the use of
the trademark. Stated in terms that may be more intuitive to grasp, 200% of RBC-ACL gquates
to just ever 8% of annval claims and administrative expenses for the Highmark enterprise, or

about 4 weeks’ worth,

16
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The loss of trademark due to inadequate financial strength would hkely be a catastrophic event:
if the trademark were lost the remaining organization, and more importantly its Pennsylvania
subscribers, wonld lose the breadth and strength of the Blues' system. Product recognition,
favorable reimbursement rates out-ofarea, and a level of service that is often sought out by
employer groups would be forfeited. Certain other financial opportunities would also be lost as a
result, such as the ability to offer benefits to certain large national accounts and the Federal
Employees Health Benefits Program and the access fees for offering Highmark’s network to
other Blue Plans. Furthermore, removal of the trademark due to financial weakness would open
the door to the entry of a non-Pennsylvania replacerent Blue Plan. Such an organization could

pofentially be a for-profit company with a very different mission than Hiphmark.
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C. Minimum Thresholds vs. Optimal Range

The BCBSA. risk capital thresholds indicated above are directed at minimum levels -
specifically, early warning monitering, and withdrawal of the trademark. Where states have
adopted the RBC-based standard, the application is likewise directed at minimum solvency
levels. The focus of oversight and regulatory bodies on adequate minimum surplus levels is
understandable and appropriate. These bedies bear responsibility for monitoring the continuing
solvency of the health plans under their jurisdiction, and for taking actions before impending
insolvency and closure. They had been widely criticized in the past for not maintaining adequate
minimum surplus standards or sufficient monitoring of financial strength, and for not taking

timely and forceful action with regard to health plans with poor performance,

The proper focus of a financially healthy non-profit Blue Cross Blue Shield Plan, however, is on
achieving and maintaining an optimal ongoing surplus level. Such a level is intended to (i)
ensure the confinuing viability of the company, {ii} inspire warranted confidence by groups,
subscribers and providers, (iii) enable the development of cdmpetitive yei adequale premium
rates for customers, (rather than needing to be excessively high, because of inadequate surplus to
back them), and (iv) provide funding for long-term development costs and investrnents. Such a

focus by company management is prudent and appropriate.

An optimal ongoing operating range for a company’s surplus level clearly will be higher than the
minimumm level used by regulators and oversight bodies as a benchrrark for waming signals
against insolvency and necessary intervention. Prudent company management will focus not
only on an approptiate range for its ongoing and long-term needs, but also on the avoidance of
approaching levels that may trigger special extemal scrutiny or intervention, or that may create
subscriber, provider, or public concern. Such a range, therefore, must be (i) high enough to
avoid having the company's surplus falling to a level where external scrutiny is initiated, and (i)
»ﬁide enough to absorb the rises and declines in relative surplus levels that occur during the

normal course of business over an extended period of time.
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A maximum level for surplus, by contrast, represents the point at which additional aceumulation
of funds does not contribute meaningfully to furthering the goal of ensuring the future viability
of the company or protecting its members. By definition, exceeding such a level does not add to

the well being of the company.
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IV. BUSINESS CYCLES
A, Underwriting Cycles in the Health Insurance Industry

Nature of the Business. A basic characteristic of health insurance is that the ultimate cost to the
insurer of the services which will be wsed by the purchaser under the coverage being sold is not
known at the time of sale. The insurer does not know the volume and scope of the benefits that
will be used; and the actual cost of the benefits also varies depending on the provider that renders
the service. As a result, the actual 